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EDITORIAL DEPARTMENT NOTE 


Is it permissible to exclude from costs for inventory and cost of 
sales purposes the expenses making up fixed overhead? It is almost 
certain that your answer will be “No” before reading the article in 
this issue of the Bulletin. Possibly you may change your mind after 
reading the article. In any event you will probably agree that the 
author has pointed out a shortcoming in our present cost accounting 
procedure and has offered a most ingenious method for obtaining more 
informative profit and loss statements and more effective standard 
costs. 

It seems apparent that under accepted methods of ing un- 
absorbed burden and crediting overabsorbed burden to profit loss, 
it is possible for decreased profits to result during a month of in- 
creased sales, if production is sufficiently below normal to result in 
a large unabsorbed burden. Conversely, in a month of increased pro- 
duction and decreased sales, profits are likely to show an unjustifiable 
increase due to the overabsorption of burden, which has been included 
in inventories, but not realized through sales. The over- and under- 
absorption of burden is due, of course, to the fixed overhead items 
which do not vary directly with production. The author of this article 
has suggested that these fixed overhead items be excluded from factory 
cost, apparently on the assumption that these fixed expenses are gen- 
eral costs of being prepared to produce goods rather than specific 
costs of the goods produced. The plan has the practical advantage 
of limiting factory cost to three controllable items: direct material, 
direct labor and what the author calls direct production expenses. 
Thus, standard costs are simplified and made more effective. 

This article presents an important problem for the cost accountant. 
We would like to have your reaction to the proposal here presented. 
The Open Forum is available to those who can contribute to a further 
clarification and possible ultimate agreement on this problem. 

The author of this article is Jonathan N. Harris, who is at present 
employed in professional cost and executive accounting capacities in 
Boston. A graduate of Dartmouth, he was employed before the War 
as Assistant to the President of Leominster Shell Goods Co. During 
the War he served as Sergeant with the 36th Machine Gun Battalion 
of the 12th Division and went to France with the Advanced School 
Detachment of that Division. Upon his return from France, Mr. 
Harris became Assistant Treasurer in Charge of Accounting with the 
Conrad Shoe Co., leaving this position in 1920 to join the staff of 
Lybrand, Ross Bros. & Montgomery. He served this firm for nearly 
ten years in their Boston and San Francisco offices before taking up 
his present work. Mr. Harris is a member of our Boston Chapter 
and served as their Director of Program in 1933-34 and Director of 
Publications in 1934-35. 
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WHAT DID WE EARN LAST MONTH? 


By Jonathan N. Harris, C.P.A., 
Arlington, Mass. 


| I \eepeee through the closed door of the president’s office (if 

you could have done it) shortly after the October financial 
statements were issued, you might have seen the red faced chief 
berating controller who stood quietly by, but on the alert 
nevertheless. 

If you had listened at the keyhole (assuming you were not 
afraid to be caught eavesdropping) you might have heard some- 
thing like the following : 


Chief: Suffering catfish! Do you mean to tell me that with 
sales up more than a hundred thousand our profit is $20,000 
less than last month? 

Controller: Yes, Mr. Stone. 

Chief: You’re crazy, Rowe! Or else your confounded account- 
ing system isn’t worth blasting powder! Why that sales in- 
crease should have boosted net profit by at least $30,000, and 
yet here you show a decrease of $20,000! I know for a fact 
that we haven’t cut our selling prices, and this statement shows 
that selling expenses are not out of line. 

Controller: That’s true, but in October we produced just about 
half as much as we sold with the result that the charge for 
unabsorbed factory overhead ate up the gross margin in- 
crease, and some more to boot. 

Chief: Well, all I can say is your standard cost system is all 
cockeyed if it produces results like that! Why do we have 
to recognize unabsorbed overhead, anyhow? 

Controller: Good accounting practice recognizes it as a regular 
thing! It’s according to Hoyle; make no mistake about that! 

Chief: Then to hell with good accounting practice and Hoyle, 
too! I want a profit and loss statement that shovs a profit 
increase when we make sales like these, and I don’t give a 
damn what production is. I’m sick and tired of trying to ex- 
plain comparisons like this to the directors. . 
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Controller: You are ready then to take underabsorbed factory 
overhead out of the picture? 

Chief: I don’t care how you do it, but give me a statement that 
shows profits up when sales are up and profits down when 
sales are down! That'll save me a lot of grief! 

Controller: O.K. Mr. Stone, I have a hunch as to how it can 
be done and I'll write it up over the week-end. 

Chief: That’s better, Robert. See me Monday morning at nine 
o'clock. 


Whereupon you got away from the keyhole just in time to 
see the controller walk out into the corridor with the look of a 
man who has bitten off a huge mouthful, possibly more than he 
can chew. But controllers are of a hardy breed. Once in a decade 
one comes along who has the temerity to challenge good accounting 
practice and the luck to win, with the result that years later an- 
other bronze tablet goes up to mark the spot where a revolution- 
ary fight took place. 

John Stone’s controller presented the following letter and mem- 
orandum to his chief on Monday morning at nine o'clock: 


THE STONE MANUFACTURING COMPANY 
(Intercompany Correspondence) 


To: Mr. John Stone Date: October 30, 1933 
From: Mr. Robert Rowe Subject: Accounting for Fac- 
tory Overhead 


The attached memorandum puts in writing my thoughts on a 
plan to eliminate indirect factory overhead from standard manu- 
facturing costs for the purpose of securing a monthly profit and 
loss statement of the type you discussed last week; one which 
will show increased profit when sales are up and decreased profit 
when sales are down, regardless of manufacturing activity. 


Briefly stated, 1 find only three disadvantages to the plan: 
(1) Working capital would be decreased, 


(2) The lower inventory valuation may not be acceptable for 
income tax purposes, and 
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(3) Real difficulty will arise in selling the sales staff on the idea 
that lower standard manufacturing costs cannot mean lower 
selling prices. 

There are, however, four advantages which, in my opinion for the 

reasons stated in the attached memorandum, exercise controlling 
pressure in favor of the new plan. These advantages are: 


(1) The only fluctuating element now entering into the calcula- 
tion of standard manufacturing cost would be eliminated, 

(2) Uncontrollable expenses—uncontrollable in the sense that 
the expense per unit varies with production—would be 
eliminated as factors in setting up controllable expense bud- 
gets, 

(3) Our standard cost accounting system could be made of 
greater usefulness through adoption of the new plan, and 

(4) A greater return to the management for each accounting 
dollar could be expected all along the line. 


Some definite changes in accounting treatment are necessary 
to make the new plan effective. Also, it is contrary to generally 
accepted current accounting practice. This explains the method of 
attack I have used in preparing the attached memorandum. 

To get ready for the change by January 1, however, immediate 
action is necessary and I would therefore appreciate your early 
authorization to proceed with new standard practice instructions 
if my proposal receives your approval. 


(Signed) Rosert Rowe, Controller. 


MEMORANDUM ON ACCOUNTING FOR FACTORY 
OVERHEAD 


Proposition 


Granted that factory expenses can be separated into two parts 
—first, direct expenses, more commonly known as variable ex- 
penses, which vary directly or approximately in proportion to pro- 
duction, and secondly, indirect expenses, or fixed charges, which 
go on regardless of production activity: Is it permissible to ex- 
clude indirect factory expenses when calculating the inventory 
value of goods produced? ; 
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Discussion 

The monthly production activities of a “many product” factory 
such as the Stone Manufacturing Co. ordinarily must be planned 
currently to cover actual sales and not sales budgeted far ahead. 
It is true that the total dollar value of forecasted sales may be 
realized in any period, but so many factors influence actual sales 
that the distribution of realized sales by product classes may be 
very different from the forecast. Therefore, standard manufactur- 
ing costs which include allowances for indirect factory expenses 
on the basis of forecasted production activities may result either 
in a large monthly unabsorbed overhead charge or an overabsorbed 
credit to profit and loss, due only to the facts that— 


(1) Available working cepital may not permit adherence to 
forecasted production schedules through the device of man- 
ufacturing for inventory to make up for peaks and valleys 
in actual sales, 

(2) Falling market conditions may make it foolish to do that, 
even if working capital is sufficient, 

(3) Sales may fall seriously short of or far exceed the forecast, 
and 


(4) Even if total estimated sales are realized to the dollar, the 
distribution of actual sales by product classes may still 
prove to be the uncontrollable factor. 


Only Controllable Items Should Be Included in Cost 


The logical conclusion is that “cost” for production credit and 
inventory valuation purposes should embrace only controllable 
items which can be calculated in advance by engineering methods 
to stand as bogies to be attained. This view places manufacturing 
companies and merchandising companies on a similar basis as far 
as “cost of product” is concerned, because production volume 
and/or sales volume do not affect the “procurement” cost of either 
type of company. One manufactures its products for known direct 
costs; the other purchases its merchandise at definite purchase 
prices. The only difference is that to make a profit the manufac- 
turing company necessarily has to provide for indirect factory 
expenses as one of the costs of doing business, along with ad- 
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ministration, warehousing, and selling expenses, in establishing 
its gross margin or spread between direct cost and selling price. 


Three Controlled Elements Make Up Manufacturing Cost 


The divorcement of indirect factory expenses, which go on re- 
gardless of production activity, from standard manufacturing cost 
results in a new conception of manufacturing cost. A standard 
cost of this type consists of only three items, all of which vary 
directly or approximately in proportion to units of good produced, 
namely : 


(A) Cost of raw materials and packages which go into the 
finished unit of production, 

(B) Cost of that labor against which units of goods produced 
can be reported, and 

(C) Cost of direct production expenses which vary directly or 
closely in proportion to production activity. 


Manufacturing success obviously begins with holding the above 
three elements of cost to predetermined, attainable standards. It 
also seems clear to the writer (Controller Rowe) that to attain 
this result with minimum clerical effort, the distinction between 
the first two elements (A and B) and the third element (C) must 
be recognized in production cost accounting. Cost of raw ma- 
terials, packages and direct labor are definitely measurable in terms 
of units produced on specific production orders. Direct produc- 
tion expenses, however, are incurred by individual production 
departments as the direct result of production activity, but cannot 
be measured easily in terms of units produced. Therefore, it 
becomes necessary to provide for the absorption of the latter 
charges on a percentage or estimated unit basis when setting up 
predetermined, attainable, standard manufacturing unit costs. 


Three Variance Accounts Used 


If this distinction is recognized, then three accounts can be set 
up to reflect variations from standards, The first two measure 
the accuracy of the estimated allowances in the standard costs for 
materials and packages used, and for direct labor expended, in 
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manufacturing the quantity of finished goods which should have 
been produced from the materials issued. The third variance ac- 
count serves as a gauge on the allowances for direct departmental 
production expense. These results can be accomplished easily by: 


(1) Charging materials and packages account only with the pre- 
determined, authorized standard cost of materials and pack- 
ages used, 

(2) Charging direct labor account only with the actual direct 
labor against which production in units can be reported, 

(3) Charging the controlling direct expense account of the 
production departments with all expenses against which 
production units cannot readily be reported, but which 
nevertheless vary directly or approximately with production, 
and 

(4) Crediting theoretical production to the three accounts at 
the authorized standard allowance for the three elements 
involved. 


Theoretical production as used above means the quantity of 
finished goods that should have been made from the materials 
actually issued, due allowance being made for normal loss of ma- 
terials incurred in processing. Calculation of the standard cost 
value of goods actually produced as against theoretical production 
provides a measure of manufacturing efficiency in the form of an 
“Excess Process Gain or Loss Account.” It is important to re- 
flect this balance separately for production control purposes. If 
this item is included in the materials variance account then the 
value of the variance account is destroyed as an indicator of the 
accuracy of allowances for materials and packages in the author- 
ized standard manufacturing costs, and renders more difficult the 
task of explaining either favorable or unfavorable material vari- 
ances. 

For the same reason, production labor which cannot be reported 
in units of goods produced should be kept out of the labor vari- 
ance account. To put such labor in this account destroys its value 
as a measure of the accuracy of the allowances for direct labor in 
the authorized standard manufacturing costs by introducing an 
element which does not fluctuate in direct proportion to produc- 
tion. 
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Treatment of Direct Production Expenses 

Since the standard cost element (C) as limited above provides 
for all production department direct expenses, which accompany 
production activity but against which units of goods produced 
cannot easily be reported, it follows that the proper place for such 
expenses is in properly named direct expense accounts of the 
production departments, which are subsidiary to the direct fac- 
tory expense controlling account. Expenses of this type include 
time of working sub-foreman and gang bosses; unallocated labor 
in production departments; supplies such as strainers, screens, 
polishing cloths, drills, grinding wheels, sand paper, et cetera, 
actually used in producing goods; net excess process losses (this 
means the difference between standard cost of theoretical produc- 
tion and standard cost of actual production as described in a fore- 
going paragraph) ; spoilage of whole batches or production orders ; 

‘production department equipment and machine maintenance and 
repairs, workmen’s compensation insurance, allowances for water, 
steam and power used; and so on. The advantage of this concept 
is that the sum total of such expenses, which are really direct costs 
but which it is not feasible to report individually against separate 
production orders, average out over selected periods, and these 
averages provide the basis for making allowances for the (C) ele- 
ment costs in setting up authorized standard manufacturing costs. 
The direct expense variance account reflects the adequacy of these 
allowances. 

It is important, however, to maintain religiously the distinc- 
tions of the three variance accounts to avoid increasing the task 
of explaining differences thrown into the spot-light by the material 
and direct labor variance accounts. For example: if production 
supplies are charged to materials account, or working foremen’s 
time and unallocated production wages are charged to direct labor 
account, then it can be stated with certainty that the difficulties 
encountered in explaining the variances each month will be greatly 
increased. 

Some Disadvantages of the Proposed Plan 

The only disadvantages attendant upon the elimination from 

standard manufacturing costs of factory expenses which go on 


regardless of production activity appear to be the following: 
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(1) Working capital would be decreased by the introduction of 
lower inventory valuations than those which are acceptable 
under present day banking and accounting practice, 

(2) It is questionable whether or not the lower inventory valu- 
ations would be accepted by the Internal Revenue Depart- 
ment for federal income tax purposes, and 

(3) Real difficulty would be encountered in selling the idea to 
the sales staff that the resultant lower direct manufacturing 
costs must not be allowed to affect selling prices, since in- 
creased mark-up percentages must be used to compensate 
for the elimination of indirect factory overhead. 


Some executives may say that “the present day trend leans 
toward conservative valuation of assets, but with the country more 
conscious than ever of the tantalizing question, “What Consti- 
tutes Cost?,” it probably would be safer to continue to follow 
the crowd as one of the concessions for the privilege of conducting 
business. This means carrying inventories at the higher valua- 
tions of long-established practice. Selling the direct cost inven- 
tory valuation idea to industry as a whole would require a vast 
amount of education and the standardizing of general accounting 
methods. This may happen in the future, but certainly the at- 
tainment of this desirable goal will be slow.” 

However, the problem of inventory valuation for yearly pub- 
lished balance sheet and income tax purposes under my proposed 
direct cost plan can be solved in practice by including in the in- 
ventory a flat sum for indirect factory overhead to be calculated 
as a reasonable percentage based on the standard direct manufac- 
turing cost value of the ending physical inventory as a whole. 

The Advantages Outweigh the Disadvantages 

The advantages of the proposed new plan far outweigh the three 
disadvantages. The advantages include: 

(1) Simplification of the calculation of standard manufacturing 
costs because of the complete elimination of the controversy 
as to what normal plant capacity is, 

(2) Elimination of fixed factory overhead as an element of 
manufacturing costs, which does away forever with the 
under- or over-absorbed burden problem and increases the 
confidence of executives in the new standard costs which 
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do not include arbitrary distributions of the fixed factory 
costs, 

(3) Development of the standard cost accounting system to 
make it of still greater usefulness in controlling actual man- 
ufacturing costs, 

(4) Elimination of variable factory production expenses as a 
factor to be considered in setting up controllable expense 
budgets, and 

(5) A greater return to the management for each dollar ex- 
pended on accounting. 


Conclusion 
My answer to the proposition stated at the beginning of this 
memorandum is yes, and based upon the foregoing discussion of 


the high-spots of the new plan for handling factory overhead, I 
recommend its adoption. 


(Signed) Rospert Rowe, Controller, 
October 30, 1933. 


The Plan Adopted 

Now it so happened back in 1933 that President John Stone, 
for ail his impatience with the rules of good accounting practice, 
was an experienced business man who had unerring ability to 
recognize the true worth of propositions which came to him in 
a constant stream from all departments of his company. He cul- 
tivated activity of this sort and never turned down a proposal 
which in his opinion was basically sound. 

In the above case he authorized Controller Rowe to go ahead — 
without even the formality of presenting comparative statements 
to show the effect of the revolutionary change. 

For the benefit of readers who may object to this article on the 
grounds that matter of the true-story fiction type has no place in 
N.A.C.A. accounting publications, the writer desires, at this point, 
to state that the names John Stone and Robert Rowe are pseudo- 
nyms of real persons whom he knows personally and that Rowe’s 
letter and memorandum, substantially in the form given above, 
actually were presented in the regular course of business on 
October 30, 1933 to the president of an existing manufacturing 
company. 
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On January 1, 1934, that company changed its accounting meth- 
ods to meet the requirements outlined above and its directors and 
executives alike have been delighted with the results. Sufficient 
time has now elapsed to prove the claims of Robert Rowe, and 
statistics have been built up which, in combination with the com- 
pany’s policy of operating under strict budgetary expense control, 
make it possible to know that the net profit will be, within close 
limits, as soon as the customer billings for the month are com- 
pleted. For a manufacturing company that is a real achievement. 
After all, John Stone’s desire for an understandable profit and loss 
statement was not unreasonable if one is willing to grant that a 
manufacturing company cannot realize a profit until its products 
have been sold. It cannot make money merely by producing goods 
for inventory. 

Why then should the real results be obscured, as they undeniably 
are, under the standard cost accounting methods now in wide use 
which require that fixed factory expenses be absorbed in any one 
of several ways as a part of manufacturing cost? The manufac- 
turing company operating under standards as now accepted is 
indeed fortunate if it does not have a large unabsorbed or over- 
absorbed burden figure buried somewhere in its profits and loss 
statement. 


What Included Under Fixed Factory Expenses? 


Just what are the fixed factory expenses of a going manufac- 
turing business? This is a leading question because upon the an- 
swer depends the success or failure of the plan to eliminate them 
as one of the elements of standard manufacturing cost. 

In John Stone’s company the definition is rigidly adhered to 
that fixed factory expenses are those which go on almost un- 
changed in spite of production activity or the lack of it. Included 
in this category are the salaries of the factory superintendent, gen- 
eral foremen, factory administration and clerical staff, receiving, 
warehouse and shipping forces; factory office and miscellaneous 
shipping department supplies; building maintenance, heating and 
lighting costs ; fire insurance, building depreciation, et cetera. The 
problem of accounting for building heating and lighting was suc- 
cessfully solved by setting up the power plant as an indirect fac- 
tory department, charging it with all the costs of producing steam 
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and electricity, and crediting it for steam and electricity delivered, 
at authorized standard costs carefully worked out upon an engi- 
neering basis. The production departments are charged for power 
used on the basis of goods actually produced, while a special de- 
partment, known as the building occupancy department, is charged 
at budgeted allowances for heating, water and light which vary 
from month to month according to the season of the year. Under 
this plan the Stone Manufacturing Co. has a surprisingly small 
balance of unabsorbed expenses of the power plant each month, 
and this balance stays in the indirect factory expenses. At the 
same time, true building occupancy costs are reflected in the ac- 
counts for that department. 

Depreciation on machinery and equipment investment is also 
charged to building occupancy department because production 
activity or the lack of it does not alter the amount of depreciation 
charged off each month and for that reason is, in Robert Rowe’s 
opinion (with which the writer agrees), the same as any other 
fixed rental. It is to be remembered that in many manufacturing 
companies proper expenditures for maintenance of machinery and 
equipment tend to prolong the lives of these investments far be- 
yond the years allowable for depreciation purposes, and, in the 
case under discussion, maintenance costs are handled as one of 
the direct production expenses. Some readers will argue that 
depreciation of machinery and equipment should be handled as a 
direct production cost because of the fact that some products re- 
quire more expensive equipment than others for their manufac- 
ture. John Stone answers this argument by securing a larger 
gross margin on the products made with the more expensive ma- 
chinery. Therefore, he can fairly approve and does approve of 
treating building occupancy expenses, which include depreciation 
on machinery and equipment, as the equivalent of rent which a 
manufacturing company has to pay for the lease of buildings which 
it does not own. 


The Departmental Set-Up 


The Stone Manufacturing Co. is, of course, completely depart- 
mentalized. This is a prerequisite to the successful application 
of the direct standard cost manufacturing plan. It provides a place 
for charging every operating cost of the business regardless of 
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what type of cost or expense is involved. The important thing 
to remember is that the departments are divided into two classes, 
viz: production departments and all other departments. After 
the department chargeable has been properly selected it is an easy 
matter to pick the operating cost or expense affected and so 
charge the right account. 

Following is a list of the Stone Manufacturing Co.’s depart- 
ments (the writer has substituted fictitious foremen’s names for 
the actual names of the departments because of his conviction that 
the direct standard cost manufacturing plan may be profitably 
adopted by nearly every type of manufacturing company regard- 
less of the product made) : 


Production Departments: 
Department 10—Foreman, J. L. Day 
Department 11—Foreman, C. H. Files 
Department 12—Foreman, A. B. Smith 
Department 13—Foreman, M. T. Connover 
Department 14—Foreman, H. A. Bender 
Department 15—Foreman, S. V. Lund 
All Other Departments: 
Department 50—Receiving 
Department 51—Warehousing 
Department 52—Shipping 
Department 53—Power Plant 
Department 54—Building Occupancy 
Department 55—Control Laboratory 
Department 56—Maintenance and Construction 
Department 59—Factory Administration 
Department 60—Purchasing 
Department 61—Accounting 
Department 62—General Administration 
Department 70—Research 
Department 81—Eastern Domestic Sales 
Department 82—Western Domestic Sales 
Department 83—Southern Domestic Sales 
Department 84—Pacific Domestic Sales 
Department 85—Foreign Sales 
Department 89—Sales Headquarters 
512 
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Actually there are thirty or more production departments, but 
the selected few above are sufficient for the purposes of this article. 

The operating cost and expense accounts are as follows (the 
charges to production departments are known as direct costs, 
while charges to the departments listed in the “All Other” classi- 
fication are called indirect expenses) : 


o1—Materials and Packages Used 
o2—Direct Labor 

03—Indirect Labor 

o04—Staff Salaries 

o5—Clerical Salaries 
06—Commissions Paid 
o7—Supplies 

o8—Maintenance 

og—Telephone, Telegrams and Cables 
10—Postage 

11—Taxes 

12—Insurance 

13—Depreciation 

14—Excess Process Gain or Loss 
15—Spoilage 

16—Inventory Shortages 
17—Rentals 

18—Travel 

19—Allowance for Bad Debts 
20—Purchased Electricity 
21—Fuel 

22—Water 

23—Allowance for Power Heat and Light Charges 
24—Departmental Income Credits 
25—Unclassified Expenses 


It is obvious that the operating cost and expense accounts rep- 
resent natural classifications. The list could be condensed or in- 
creased to meet the requirements of any business, either by adding 
new numbers or by making sub-divisions of any account above 
and using dash numbers to designate them. For example: control 
of the expenditures for supplies might be facilitated by breaking 
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down supplies as follows (which, in fact, is done by the Stone 
Manufacturing Co., but in greater detail than given below) : 

07-1—Production Supplies 

07-2—Shipping Paper and Twine 

07-3—Shipping Crates and Cases 

07-4—Stationery and Printed Forms 

07-5—Office Accessories 

07-9—All Other Supplies 


The operating cost and expense accounts are carried in a sepa- 
rate ledger under the control of a general ledger account exactly 
the same as the accounts receivable ledger is under general ledger 
control. 


The Operating Costs Ledger 

The operating costs ledger, or O.C.L. as it is called, has a tab 
for each department including the production departments and be- 
hind each tab is a separate card for each account in the operating 
cost and expense list which may be called upon to take charges 
against that particular department. 

Incidentally, the operating costs ledger is split into two vol- 
umes, one of which is used during the odd months and the other 
during the even months of the year. This is also true of the sales 
distribution ledger and the general ledger. This feature permits 
current posting to go forward upon a daily basis without stopping 
for monthly closing purposes. During the first few days of any 
month entries come in affecting both the previous month and the 
current month. With the odd and even ledger plan in operation 
the posting clerks merely make the entries in the proper ledgers 
and when the closing day is reached, about the 7th of the month, 
the ledgers containing the previous month’s work are turned over 
to the Controller’s office for use in preparing the financial state- 
ments. 

As a preliminary to this, trial balances are drawn off on espe- 
cially prepared forms which carry columns for (1) the previous 
month’s cumulative account balances, (2) the current month’s 
account balances, (3) adjustment columns for items discovered 
or received after the 7th of the month, and (4) final cumulative 
account balances for the current month. 

When the completed trial balances have been prepared as above 
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outlined, all information necessary for the preparation of the 
monthly financial statements is at hand. A complete list of the 
monthly financial statements of the Stone Manufacturing Co. is 
shown below. After these statements have been rendered, the 
monthly ledgers are turned back to the accounting department to- 
gether with the so-called post-closing journal entries for comple- 
tion of the month’s posting. The final step in the April closing, 
for example, consists of transferring the accumulated balances in 
the three even ledgers (since April is an even month) after the 
post-closing journal entries have been entered, to the cumulative 
general ledger, and these account balances are then checked for 
accuracy against the last columns on the trial balances as prepared 
by the Controller’s office. 


Monthly Financial Statements Prepared 


The list of monthly financial statements developed by the Stone 
Manufacturing Co. under Controller Rowe’s supervision follows: 


I —Comparative Balance Sheet 

2 —Detailed Income Account 

3 —Analysis of Indirect Expenses 

4 —Manufacturing Variances and Accounting Verifica- 
tion Accounts, Etc. 

5 —Departmental Manufacturing Variances Statements 

6A —Divisional Profit and Loss Statement 

6B, etc—(one for each sales division) 

7A —Divisional Gross Margin Statement 


7B, etc.—(one for each sales division) 


A number prefix, added to the above basic numbers, indicates 
the month. For example: 10-6A is the number of the Divisional 
Profit and Loss Statement of the Eastern Domestic Sales Division 
for October. 

The set of illustrative statements appended to this article speaks 
for itself. Through the use of the odd and even ledger idea, book- 
keeping machines, and the methods used in handling the monthly 
ledger trial balances, the complete set of statements is always ready 
for issue on the 15th of the month and John Stone knows what 
the net profit is several days before that. 

The statements are typed with a duplicating ink ribbon so that 
as many complete or partial sets as are required for distribution 
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to officers and executives can be run off on a machine of the gela- 
tine roll duplicator type. This permits the use of a purple and 
red ribbon so that comparisons with the budget and previous 
month’s actuals are thrown into relief, with increases and favor- 
able comparisons in purple, while the decreases and unfavorable 
comparisons appear in red. 

To show you what John Stone used to get for a profit and 
loss statement in comparison with the current form, the following 
two statements are submitted : 

The Stone Manufacturing Company 
Condensed Income Account (old style) 
Month of October, 1935 


Actual Pctge 
Less returns and allowances..............++ 17,979* 
Cost of 
Standard cost of gross sales.............. 180,166 52.7 
U factory overhead ............ 79 
Selling costs 
Sales 4 
OPERATIONG PROFIT BEFORE 
39,672 11.6 
Administration costs : 
administrative expenses .......... 20,640 ~ 6.0 
Total administration costs ............. 26,519 78 
OPERATING PROFIT .............. 13,153 . 38 
Other income or charges, net............... 14,418** 42 
LOSS, CURRENT MONTH.......... 1,265 4 
Prior year income or charges, net........... 3,750 11 
NET LOSS, for earned surplus account. $ 5,015 1.5% 


* Includes exchange loss on $10,789. 
516 


** Includes cash discounts x 
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The Stone Manufacturing Company 
Condensed Income Account (new style) 
Month of October, 1935 


Actual Pectge 
Standard direct cost of 144,133 40.1 
GROSS MARGIN ABOVE DIRECT ' 
Deductions : 
Returns, allowances, cash discounts, sales YU 
taxes, exchange loss, freight allowed.. 32,008 89 tf 
NET GROSS MARGIN ABOVE DI- 
Selling expenses : 
Divisional sel 53,945 15.0 
Sales Headquarters expenses ...........++ 12,587 3.5 
Total selling expenses 84,514’ 23.5 
MERCHANDISING MARGIN ....... 98,977 27.5 
Administration costs. 
General administrative expenses ......... 20,640 ~~ 58 
Mfg. variances and adjustments........... 2,650 
Total administration costs ............. 55,041 15.3 
OPERATING MARGIN ............. 43,936 122 
Other income or charges, net............... 10,820 30 
PROFIT, CURRENT MONTH....... 33,116 92 
Prior year income or charges, net.......... 3,750 1.0 
NET PROFIT, for earned surplus account $ 29,366 8.2% 


Put yourself in John Stone’s shoes. Would you have questioned 
the accuracy of a profit and loss statement which showed a loss 
of $5,015 on sales of $359,632, particularly if the statement for 
the previous month had reflected a profit on lower sales? Ob- 
viously, variations like that are hard to explain to the board of 
directors. 
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Difference in Final Results Explained 


The “spread” between the above “old style” loss of $5,015 
and the “new style” profit of $29,366 amounts to $34,381, and is 
accounted for by two items as follows : 


Item One: 
Standard cost of sales (old style)...............04. $180,166 
Standard direct cost of sales (new style)............ 144,133 
Gain due to elimination of indirect factory overhead 
as an element of standard cost (new style).... $36,033" . 
Item Two: 
Indirect factory overhead (new style)............. 25,872 
Mfg. variances and adjustments (new style)......... 2,650 
28,522 
Unabeorbed factory overhead (old style)............ 26,871 
Loss due to change in method of handling indirect 
factory overhead (new style) ............2+05- 1,652 
Net gain or “spread” accounted for.............. $34,381 


It must not be overlooked that in the month for which figures 
are given in the foregoing profit and loss statements, sales were 
far in excess of actual production. Under present day, accepted 
standard cost accounting practice, with standard costs including 
allowances for fixed or indirect factory overhead as well as for di- 
rect factory overhead, such a condition ordinarily means that 
actual production is not large enough to absorb all of the factory 
overhead with the result that profit and’ loss must be charged 
with the unabsorbed amount. The reverse of this is true when 
sales are down and actual production is far in excess of sales— 
that is, profit and loss must be credited with over-absorbed fac- 
tory overhead. The new style method of direct standard cost 
accounting, as developed by Controller Rowe for the Stone Manu- 
facturing Co., overcomes this obvious defect. 

The other changes in the new style profit and loss statement 
are changes in grouping only. In other words, selling expenses 
have been fanned out; and the charges for returns and allowances, 
exchange loss on foreign sales, sales taxes, freight allowed, and 
cash discounts allowed amounting to a total of $32,008, which 
show in or are included in three places in the old style statement, 
have been grouped in the new style statement as one item deducted 


318 


all = 


“ha 


| 


January 15, 1936 N. A. C. A. Bulletin 


from gross margin above direct cost, where, in John Stone’s 
opinion, they properly belong. 

On general principles, I am sure you will agree that a state- 
ment which reflects a loss when a profit really was made is not 
much of a statement, to say the least. 


Need for Monthly Inventory Adjustment 


Some astute reader may refer back to Controller Rowe’s letter 
and point out that, with more goods going out to inventory than 
came in through production, the October 31 balance sheet inven- 
tory valuation would have to be adjusted for a lower allowance 
to cover indirect factory overhead, and this adjustment would have 
to be charged against the profit as shown by the new style state- 
ment to make the latter correct. The answer is, “Yes, that is so, 
but for monthly statement purposes it is unnecessary to make the 
adjustment!” The time for this is at the end of the year when 
the results for the year are published. At that time the adjust- 
ment is easily explained and handled as an audit adjustment, and 
it would take a heavy decrease or increase in the inventory quanti- 
ties on hand to cause a substantial change in the allowance for 
indirect factory overhead which is added to the standard direct 
cost of the inventory only for income tax purposes. Nothing is 
gained from a managerial viewpoint by changing this allowance at 
the end of each month, for the reason that the Stone Manufac- 
turing Co. carries the previous year’s ending allowance as a com- 
ponent of the inventory without changing it until the end of the 
current year. 

Under the accounting plan outlined in the foregoing pages John 
Stone and his executives have acquired a new appreciation of 
the value and importance of standard cost accounting as an aid 
to management, and now look upon the monthly statements as in- 
dispensable in the conduct of their business. 

The figures in this paper and in the accompanying statements 
are, of course, pro forma, but the percentages are substantially 
accurate in that each one has been approximately realized in times 
past by a going concern, even though the name, Stone Manufac- 
turing Co., will not be found, as far as the writer knows, in any 
official state list of corporations. 

The statements of the Stone Manufacturing Co. for the month 
of October, 1935, follow: 
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OCTOBER 32.1935 
1935 1935 Increase 199% Increase 
ASSETS October 32 September 30 Decrease® December 32 Decrease* 
Cash $ 21,325 $ 271,422 $ 30,097° $191,147 
Accounts receivable, net 376,421 300,225 76,196 238,485 137,936 
Notes & trade acceptances 20,572 
Inventories: 
Materials & supplies 300,010 298,465 1,545 302,64 


Fixed 3,026,487 3,015,987 10,500 2,975,824 50,663 
‘or prec: 
Goodwill 
LIABILITIES & CAPITAL 
Agcounts payable 170,819 $ 209,005 38,186" 223,456 52,637° 
heerued tence 75,000 67,500 7,500 100,000 25,0008 


Accrued expenses 
Total current liabilities ’ 


Res for returnable containers 26,980 25,980 1,000 24,700 2,280 
Deferred credits = 

Total liabilities 
Preferred stock 1,000,000 1,000,000 . bad 800,000 200,000 
Common stock 750,000 750,000 - 750,000 - 
Earned us 417,256 417,255 417,255 be 
current 265,824 236,458 29,366 265,8% 

widends paid, current year 2 
Net worth | 


Total liabilities & 
eapital 


Working capital $ 86,069 $ 856,151 $ 10,082" $ 445,100 $400,969 
Ratio of CA to CL 2.63 tol 2-64 to 1 1.67 to 2 


Wiese are 


“4 THE STONE MANUFACTURING COMPANY 
COMPARATIVE BALANCE 
Semi-finished 15,2 70,21 5,000 63,930 
Finished goods 
; Total current assets 
Investment securities 242,800 349,800 = 349,800 _ = 
190 
| 
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GROSS SALES: 
Eastern Domestic $100,750 28.0% 29-58 
Western Domestic 15375 21.0 
Southern Domestic 50,875 
Pacific Domestic 40,125 11-2 7000 10. 
Foreign 
TOTAL GROSS SALES 322, 
Standard cost of sales: . 
Direct cost of sales, all dive 1.233 _140,300 
GROSS MARGIN ABOVE DIRECT COST: 
Eastern Domestic 52,894 52.5 49,400 52.0 
Western Domestic 38,441 51.0 36,000 50.0 
Southern Domestic 27,981 55-0 20,000 50.0 
Pacific Domestic 24,075 60.0 seems 58.0 
Foreign 
TOTAL GROSS MARGIN ABOVE DC iS 3 
Return goods allowances 3,596 1.0 6,40 2.0 
Policy allowances 1,798 5 1,610 5 
Volume rebate allowances 1,796 5 1,610 5 
Cash discounts allowed 3,598 1.0 3,220 1.0 
Federal sales taxes 3,236 3 od 1.0 
Freight allowed 7,195 2050 265 
Allowance for exchange loss on 
Total deductions 
_ NET GROSS MARGIN ABOVE DC 
SELLING EXPENSES: 
Divisional selling expenses, 
ex commissions 15.0 £30000 16.5 
Commissions paid 17,982 300 16,000 5.0 
Sales 4m expenses 12 12,000 
Total selling expenses 
MERCHANDISING MARGIN ABOVE 
ADMINISTRATION COSTS: 
Administrative expenses 20,640 5.8 21,000 6.5 
Research expenses 5,879 1.6 6,000 1.9 
Indirect factory expenses 25,872 72 25,000 7.8 
Factory variances 4 adjustments 6 
Total administration costes 
OPERATING MARGIN 309 12. 
Other income or charges, net ) : 10, it 
PROFIT, current month 33,11 9-2 2, 
Prior year income or charges,net _ 3,750 _1.0 = = 


NET PROFIT for Sarned 
Surplus Account 
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THE STONE MANUFACTURING COMPANY 4 
DETAILED INCOME ACCOUNT 
——MONTH_OF OCTOBER, 1935 
Comparison 
| — Actual... Favorable-Unfavorable® 
5.150 
5,125 is 
7,982 
3,775 
3 
3 
168 
855 
1,982 
1a | 
8720 
"820° 
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THE STONE MANUFACTURING COMPANY 
ANALYSIS OF INDIRECT EXPENSES , 


: | 
/ 
Compar i 
Actual Budget Favorable - Unf avorable® V 
Staff salaries $41,262 41,200 620, 
Clerical salaries 21,870 21,800 
Commissions paid 17,982 16,000 1, 12.40 
Supplies 8,650 8,700 6 
Maintenance 2,971 3,000 29 1.0 
Telephone &@ telegrams, etc. 3,540 3,000 S4oe 18.08 
Postage 1,210 1,000 2108 21.08 
Taxes 4, 265 4,300 35 8 
af Ineurance 2,173 2,200 27 1.2 
wf Depreciation 5,200 5,200 
. Inventory shortages 662 500 3649 
Rentale 1,250 1,250 -_ on 
Travel 8,291 7,000 18.40 
Allowance for bad debts 1,500 1,500 = - 
! Purchased electricity 5,200 5,000 2008 4.0# 
i Fuel 8,000 8,000 - - 
Water 2,500 2,600 100 308 
: Allowance for power, heat & light 4,000 4,000 7 oa 
Dept'l income credite 4, 1008 4, 0008 100 2e 
Unclassified 459 150 291 
Divieional selling expenses 53,945 53,000 1.8¢ 
Commissione paid 17,982 16,000 1,982* 12.48 
Sales headquarters dept 12,587 12,000 5878 4.9* 
Administrative dept 20,640 21,000 360 1.7 
Research dept 5,879 6,000 121 2.0 
Indirect factory expenses 25,872 25,000 ____872" 3.5* 
TOTAL $236,905 #234,000 


NOTS: Comparative Expenss-Budgot Reports are rendered by departments subsequent to the 
issue of the financial statements in support of the group totale shown above. 
They are not typed but lesued in pen and ink on columnar shestes with the 
columns representing the monthe and quarters of the year. Each department head 
receives a report, and the genoral management has the Comptroller's set for 
reference purposes. Thies enables the management to tell at once where the 
unfavorable reoults are located and who is responsible. 
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THE STONE MANUFACTURING COMPANY 


MPG VARIANCES & ACCOUNTING VERIFICATION ACCOUNTS, ETC 


MANUFACTURING VARIANCES: 
Materials & packages used 
Direct labor 
Direct expenses: 


Indirect labor $10,907 
Production supplies 2,843 
Maintenance 5,675 
Excese process gain 

or loss 4,692 
Spoilage 4,032 
Power allowances 4,875 
Unclassified 


Total direct expenses 
TOTAL MFG DIRECT COSTS 


ACCOUNTING VERIFICATION ACCOUNTS: 


$173,982 $175,026 
40,872 39 


Requisitions verification 350 jo 
Cost of sales verification 278 192 
Direct labor verification 70 65 
ACCOUNTS & RESERVES: 
Packages clearing account ’ 2,000 
Mfg variance on non-standard products 3,700 3,378 
Allowances credited to reserves: 
for inventory adjustments 5,000 4,500 
Inventory price equalization 
198 


Sales of scrap & waste 
Purchase 


variance on mterials used __1,700 _ 1,250 


TOTAL ACCOUNTING ITEMS 
COMBINED TOTAL 
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Charges Credits Favorable Unfavorable* 


$ 1,04 
1,431* 
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J» Le Day 10 $35,869 $36,889 $1,020 2.8% 
- C. He Piles 1 20,542 19,670 8720 4.20 
A. B. Smith 12 67,892 66,7% 1,098« 
M. T. Connover 13 10,421 10,677 256 2.5 
H. A. Bender w 31,658 32,935 1,277 4.0 
S. Lund 15 8 
Total M & P Variance 
DIRECT LABOR: 
J. Le Day 10 359% 4,180 6.5 
C. He Files 2,870 3,045 175 6.1 
Ao B. Smith 12 26,140 23,79 2,406¢ 
M. T. Connover 13 1,021 1,111 8 
He Ae Bender 6,271 3a Soh 
8. Vv. 13.4 
Total Direct Labor Variance 
DIRECT EXPENSES: 
Je Le Day 10 4,620 4, 296 7-08 
C. He Files 6,454 6,925 
A. B. Smith 12 7,872 7,652 221° 2. 
M. T. Comnover 13 2,522 2,382 140* 5.68 
H. A. Bender 350 4.0 
S. V. Lund 
Total Direct Expense Variance 


10 
C. He Files l 29,866 2268 
A. B. Smith 12 101,904 98,179 3,725* 3-78 
M. T. Connover 13 13,964 14,170 206 1.5 
H. A. Bender 1,951 4.2 
S. V. Lund 15 ll 
Total Mfg Variance 
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EASTERN DOMESTIC SALES DIVISION 
DIVISIONAL PROFIT & LOSS STATEMENT 


Comparison 
Grose sales $100,750 100.0% $95,000 100.0% $ 5,759 
Direct cost of sales 41,856 451600 
GROSS MARGIN — 528% 52-5 _49,400 _52.0 
DEDUCTIONS: 
Returned goods allowances 1,492 1.5 1,200 1.3 
Policy allowances 650 6 500 5 
Volume rebate allowances 3m 3 400 & 
Cash discounts alloved 1,009 1.0 1,000 1.1 
Federal sales taxes THO 8 750 8 
Freight allowed 5a J 5 500 5 


Allowance for exchange loss 


Elles EM EE 


MET GROSS MARGIN 48.258 47-8 45,050 
14,506 14,800 15.6 
Commissions paid 4,232 4,000 4&2 
MERCHANDISING MARGIN 25,89 2567 22,735 23-9 
Share of administrative costs _ 15,416 15.3 _ 15,960 16.8 
OPERATING MARGIN 11% £3103 


NOTE: One of these statements is prepared for each Sales Divisione 
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EASTERN DOMESTIC S4LES “IVISION 
DIVISIONAL GROSS MARGIN STATEHENT 


10,871 


4,322 
319 


872 


B 
D 
G 
H 
J 
K 
L 
N 
P 
Q 
R 
s 
T 
v 
x 


£200,750 


NOTES: One of these statements is prepared for eaclf Sales Division. 


However, it must not be forgotten that the surprisingly large groes 
margin percentages are due to the elimination of indirect factory 
overhead from the authorized standard direct inventory costs, 
which are use? in calculating cost of sales each month. These 
costes hi.ve been deliberately understated to illustrate unmistakably 
the effect of this elimination. 


Zach sales invoice is costed and posted to the Sales Distribution 
Ledger from which this statement is prepared. The sales value as 
well as the cost value of each invoice is posted to the proper 
product card, and the accounting machine methods is use make it 
possible to carry cumulative daily sales and cost of sales totals 
by products. 


* MONTH OF OCTOBER, 1935 
: G. M. Percentazes 
Gross Selee Gross Margin This Month ;Last juarter 
Product No. A. $10,620 $4,810 45.3% 45.0% 
4,210 2,740 65.1 62.5 
° 25430 1,250 514 50.9 
oe 500 300 60.0 62.0 
33425 18,191 55-0 
8,792 4,921 56.0 57.0 | 
7,651 3,856 504 51.5 
4,328 25147 49.6 47.8 
274 2,217 51.9 49.8 
5,892 3,100 52.6 515 
2,114 48.9 45-0 
150 39-6 4067 
= 413 474 48.0 
e 180 672 86.2 84.7 
| 
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(Note: A complete bibliography of all phases of accounting for burden 
be Index of October 15, 1932, and the Supplement 
of October 15, 
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